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Federal Communicalions Commission Media Burcau s t a f f  economist, Peter Alexander, 
and Nodir Adilov. Dcpartment o f  Economics, Corncll University, recently co-authored two staff 
rcscarch papcrs relevant to the issues i n  the cable ownership rulemaking' and ATaT-Corncast' 
proceedings. By this Pub l i c  Notice, wc inform intercstcd parties that the Commission w i l l  
consider thcsc tb'o papcrs i n  its deliberations in the  abovc referenced proceedings. These papcrs 
rcprcscnt thc individual vicws o f the i r  authors and do  not ncccssarily rcflcct the views ofthe 
Chninission. any coi~imissioncr, or other staff member. 

Thc firs1 paper. Media  Burcau S t a f f  Rcscarch Paper No. 13, entitled, 'ldq~rnrnelric 
Bmprn ing  P ~ i ~ : i v a n d  Pivotal Buyerr,"examincs the potential impact of horizontal mergers on 
huycr bargaining position. This study shows that, in the case whcrc bargaining powcr is  
asymmetric. i t  i s  possible that largc merged firms might extract greater concessions from 
program stipplicrs than smaller huyers. Thcsc results suggest that horizontal merger might be 
used as a strategy to enhance bargaining position. 



The  second paper, Media Bureau Staf f  Research Paper No. 14, entitled, “Mosr-Fuvored 
C‘uslorners in [he Cuhlr Indusrry,” explores the implications of most- favored-customer c lauses  in 
the cable industry.  T h i s  paper f inds  that the introduction of a most-favored-customer c lause  for  
large buyers will increase thcir profitability and that the seller’s profi ts  may decrease.  The paper  
then coinpares its results to the Bykowsky-Kwasnica-Sharkey experiments’ regarding t h e  effect  
o f  a most- favored-customer agreement and finds that the two  se ts  of results  are consistent .  

T h e  Media Bureau Staf f  Research Paper Series is a forum for  the Media Bureau to 
examine  issues that a r e  relevant t o  o u r  mission. In addit ion,  these papers will provide 
information to the Commiss ion  i n  order  to st imulate debate .  

Both the rulemaking and the license transfer proceedings  a r e  “permit-but-disclose” for  
purposcs  of the Cornmission‘s exparrc rulrs .  f i p u r r e  communica t ions  will be governed by 
scction 1.206(b) of thc Comni iss ion’s  rules. We urge interested parties submitt ing written ex 
park presentations o r  summar i e s  o f  oral exparre presentat ions i n  this  proceeding to use the 
Electronic Comment  Fil ing System (“ECFS”) i n  accordance with the Commission procedures set 
forth i n  the Commiss ion’s  Furrher Norice in the cable owner sh ip  proceeding’ and its March  29. 
2 0 0 2  Pub/;<. Norice in the AT&T/Cwncas t  license transfer  proceeding.’  If using paper  e r p r r e  
submiss ions ,  interested parties must  file an original and  o n e  copy  with the Commiss ion’s  
Secretary, Marlene H. Dor tch ,  and should follow the procedures set forth in the aforementioned 
cable  ownership  FurrhrrNo/ict. and the March 29, 2002  ATBLT-Corncast Puhlic Norice fo r  
sending  their submissions by mail. commercial  overnight  courier ,  or hand delivery.  
Additionally, interested parties must submit  their cxparre filings to the persons identified in the 
cablc  owncrship  Furrher Noricc, and the March 29, 2002  A’l’&T-Corncast Puhlic Norice. 

J 
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Copies o f these  papers may  he obtained from Qualex  International, Portals  11, 445 12Ih 
Street, SW. Room CY-R402, Washington ,  DC 20554, and will also he available through ECFS 
These  documents are also available for  public inspcction and copying during normal reference 
room hours at  the Commiss ion’s  Reference Information Center ,  445 IIth Street. SW, CY-A257,  
Washington, DC 20554. T h e  documenls  will he posted on the Med ia  Bureau’s website at 
<http:l!uww.fcc.gov/mb> 

’See  Mark Bykowsky. Anthony M Kwasnica and William Sharkey, Federal Communications COmmiSSiOn OAim 
of Plans .& Policy. OPP Working Paper No. 35, “Horiwnlul Concanlrorion in [he Cable Television Induslry: An 
Lrpen”~en Id  Anolvsrs,” (rel. Jure 3. 2002). 

‘1.Seegmeru/ly47 C.F.R. $9 1.12U0-1.1U6 

’ 47 C F R $ I I_’Oh(b) 

Funh.?r ,Noiire. I 6  FCC Rcd a1 17371 7 I 31. 

‘See Piihi ir 2’or,cr 

http:l!uww.fcc.gov/mb


Alternatc formats of this public notice (cornputcr diskette, largc print, audio recording, 
and Braille) arc available to pcrsons with disabilitics by contacting Brian Millin at  (202) 418- 
7426 voicc. (202)418-7365  TTY,oremaIl at &!lin(3fcc.gov. 

Thu media contact for th i s  Public Noticc is Michelle Russo, (202)  418-2358. The Mcdia  
Bureau contact is R o y c e  Shr r lock ,  (202) 41 8-2330. 

-FCC - 

http://lin(3fcc.gov
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..4s!~iimt-\t ric Ehrgairiing Power and Pivot,aI 
Buyers 

ABSTRACT 
I{ahkovicli (20001 hoggests t h a t  be!:ornirig p ivota l  through merger 

worsens the tncr;iti: IJiivrts bargain ing posi t ion.  Wc show tha t  thesc 
icsii l ts  hold m t h e  < , A S P  wlierr  Imycr  bargaining power is cqual across 
I,rivers. l i i i t  riot, ~n t l ic  raw wherc bargain ing power is asymmct r i c .  
\\'r tlcniotlstratr II IS nosithlr when there n r r  asvnlmetries i n  bargain- 
iti; power ilinr I:~t:rr 1ii iy:rs inc lud ing p ivota l  huvers. can ext ract  
grcatcr  giliii'l lhoiii t rddc tli:tii smaller buyers. We show that  th is  
rr~ulf  liolds eveii 11 t h r  .;iipplicr's wluc  furiciion is convcx. These 
rc i i i l c i  iitipl! that. I i ~ ~ t i z t m t a l  mcrger might, hc used aS a srrategy to 

~ ~ t i l i a t i ~ : ~ ~  I~~i;ai i~i i i ;  posirion 
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id l i i ( ,  o f  (I i i i r i i i i h  grcarrr  1i;ir:ainirig power 
.Snw ~ L S C I I I I I ~ '  t h a t ,  ii~r have t t i r r ~ ~  ! i ~ i v ~ r s ,  cach with diflercnt v;diiations 

, i f  I I i r seller's I 1 I w l l i C t .  m c l  each with different levels of bdrpaiii i i i~ power. 
FOI ~ w i n p l c  i iwinie t l in i  1mil = 80. rIi = 56 and  = I O .  a n d  t h a t  
0 ~i = b. ( i n  = 
! , i iwr  T h  levrl of seller costs. F .  is S O .  It, is ea! r,o demonstratr that,  
I I I I ~ C I  tiiesc ( i i i i d i ~ i i n ~ .  Iniyer B is pivot,nl whereas buyers  A (wi th  the  
Iii-hisr v ~ i l i i ~ i l i ~ i t i  of rlic seller's product,)arid C (with t h e  lowest valuation 
1 3 1  t h e  s e l l e r ~ s  proditi.L:, a rc  not, pivocal Yotc .  tliat for Raskovich (2000) .  
I i i i - ~ i ~ h  A end R wciiild t ie  pivotal IVP  see that T,, = ( 1  - [i..,) . I , , ,  = 
;I) _1 . NJ! = l(i  a i d  t , I r . i t  Tc. = ( I  - oc ;  I t  is 
~ i m ~ ~ t . i l i a t c l i  i l e , i i  i11,1r 7 ~ ,  t 7; .  = 1: < 50 = F .  F u r t h e r ,  we I IOIC that. 
l a  = ( 1  - C , d  ( ; ' n  -~ F i Ti i Tc)  4- IF- T.4 - Tc)  = (0 6 5 0 +  6 )  = 36. 
Ol,wr!,iiJg that  7,. + TB = 16+3(i = 5 2  50 and TB +Tc: = 64 > 5U. 
, I  is clcar t l i ~ t  l i i i w r  .A ;mI buyer C a r e  not pivotal, and  t h a t  buyer B 
15 pivut,ll I i i  fact. .  <IS UP see from the example,  Ta > TC > TA, i .e , t h e  
I i i i \ c r  with rlie Iiizlirst valuation pays the  least. T h u s ,  in a framework 
w i t h  iisvinmi'irif bargaining power. pivotal buyers can derive significant, 
liriirlik 

( 2 0 0 0 )  ii iudt~l and show thar under more general assumpt ions  an equilih- 
r i i i t i i  still  exist,^ Nexl. \IC snow t h a t  thc int,roduct.ion of asymmet r ic  bar-  
z,'iirilii!: powcr ( a i  improve t h c  buying firm's bargaining position (even i f  

t i l v  f i r m  is pivotal).  \l'r also show t,hat i n  the presence of asymmet r ic  
i,:irgainiii;, powcr the ' ( u r v a t ~ i r e  tcst '  of the valuc function can be a mis- 
lb*~<Jin; inrlirator of the effects of merger on bargaining position, i . ? . ,  t h a t  
t l w  t ~ i~ga in in : :  position of rhe merged firm can improve even i f  t he  the  
KIIII~. fuiict,ii~ii is convex. €'iiialli. we make some concluding remarks.  

,iiici (ic = ,3 .  T, denotes  t he  transfer price fool t,l ie 

q- = (0 .7 .  40) = 26 

T11c rcbr,ot the paper LI organized asfollows. Firs t ,  we ex tend  Raskovich's 

Nash Equilibrium with Bargaining Power 

111 ILIIIS secrioi~, WP rx te r i t l  Raskovich's (2000)  model t o a c c o m m o d a k  S v m -  
i i ipt r i ( '  l icugaii i i i i~ power We begin by r :u~istruct .~ng the transfer prices 
! , , I  r v c 1  liy pivotal r ~ i i ~ l  imn-pivtlt ,d huyers and then show t h a t  a n  equilib- 
i uirr l  e~i ; i , i  i i i i i l t ~ i ~  cuiid:tions more general 1.ha11 Raskovich's. 

Fdlo\v i r~g R,iskovich ( 2 0 0 0 ) . w  'fiLSjumc the  i th buyer's su rp lus  is givcn 
i , i  j . ,  = iq, i / . , ) .  ~vhile the siipplier'b gross surplus  equa ls  V ( Q ) .  where 
o = xrLl '1, Slierihcall!. l!(Q) = .A((?) - C(4) ,  where A ( Q )  3 ancillary 
II~VI:IIIIC. a i i i i  C'iQj 5 1uiii1 cost .  Tlie supplier will broducc if 
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Proof of Proposit ion 1 i r i ,  Hnskn\ich(?OilO) ' 





triilc-oi-t.liuirtl) ntc[Iiu(l for evaluat ing t l iechange in bargainingposit  ioii slid 
I : ( ' t i c ( -  tile rflrrri of ili<' merger on sellers. hlorrover despit,r Raskavicti's 
p r d i c l  ioti t,tiat I p i u , r r i I  buycrs woiild bc disadvantaged by merger .  \iv h a w  
4 i m r  i~liiit iricrt'imn; hargaiiiing power can iniprove tlir bargaining posi- 
t io i l  d the .  t l c n \  p i v n i d l .  nirrgvci firm 

Conclusion 

I < ~ t 4 0 \  1 c . 1 1  ( l i t l l i l i  s~i:gr~letI t h a t  Iirc:otriiti~, pivotal tliroirglt merger w u r h -  
(.I!- tlir T:~~.I;,IIIc, I J I I \P I~  I,arsiining position. We haw shown that,  i l tese 
i r ~ i t l r s  hi,lil i n  tlir ca.+ where h u v e r  barKaining power k cons tan t .  but ,nor .  
l t e w ~ ~ ; ~ r i l \  11 :  t,lw case where hargaining power increases with firm size. 
\ \ , '  i ieri iortstra,lrt l  t h a t  larger buyers. including pivotal buyers. can  extract ,  
; iwrct g.tii15 Irorri t,rade than smaller buyers when there  a re  asymmet r ies  
t i !  luigainin: pvwer Cllipt! and  Snyder  (1999) a n d  Raskovich (20M))tnay 
~ i ~ ! ~ I r i - ~ ~ : ~ i u ~ d t r  lmr~ ,~ i r i ing  position because they abstract. from the possi- 
I u l i t \  t h a t  l~ir~ig:riiitiiig power niiiv increase with firm size. Orice this effect 
I -  , ~ r c o i i i ~ t i ~ i  for. Lhr ( t i rvat t i re  of tlir value furicttori is no longer a reliable 
! :i:+of-thiimh nit~tlintl for evaluating t,lie change in bargaining position a n d  
i i c i t c r  t ,he  elTrc1.h cf t l i p  inerger on sellers. hloreover,  despite Raskovich's 
l ) r<dict ior l  t h t  pi\.ot i~I biivrrs would be disadvantaged b! merger,  we have 
,Iio\cii t , t i a l  i r i (  r r m i t g  bargaining power can  improve the  bargaining posi- 
i iw of t . t i t .  r iow pivotal. merged firm. 
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Most'-Favored-Customers in the Cable 

ABSTRACT 
In  this paper. wr ruplorr thr implicationsoTmost-favored-customer 

clauses i n  t,hr cahls industry. \Ye show that r,he introduction of 
i t  most-frvnre~-i~iistomer clause for large buyers will increase their 
profitability, and that the seller's profits may decrease. We exam- 
ine the experimental cable bargaining results d Bykowsky, Kwas- 
ntca~ and Sharkev (2002). and compare these results to o u r  model. 
\'& fmd that, the rrnillts of the B?,Lowsky-Kwasnica-Sliarkey experi- 
ments rcgarding the effect of a most,-[avored-customer agreement arc 
, viisisccnt wit ti niu findings. 

I Introduction 
1 1 ~  t h r  ,M,x:I, we explori. thi.  IJW of ' i t lost-favnred-cilstom~r' clauses  (here - 
, l f r r r .  X1P'C) i i l  tlie ~Ai l t .  i i id i is t r?. '  \Vir examine  the  impact  of h3FC clauses 

lmigaicinx outcomes Ibetn.rm t ~ i i w t ~  arid sellers, arid s h o w  t h a t  these 
i i i i / .wnics depend on tlle market  share  of t h e  larger buyers  a n d  t h c  relative 
wlttat,ioi1 of the sellt'r's programming to different buyers. 

We begin with t h e  general  case 
nit11 many buyers and sellers. and  show t.hat in the absence of capaci ty  
i .onsf,raint,s arid MIY' arraiigetrients the competitive oubcome obta ins .  We 
t h r r  introtlucc (Iinniirl capaci tv  constraints.  a n d  d e m o n s t r a t e  t,liat t,hr 
i . r~irrpert t iw o i i t ~ u t ~ ~ r  i t , t l l  nlltaiiir .Krxt, we explore the rase of large firms 
anti  R'IFC clauses. Wr. show tha,t. rhr  introduction of MFC clauses  can dis- 
,~dvamagp  sellers arid small buyers.  We find t.hat u the  m a r k e t  s h a r e  of the  
large h i i y r  increases. smaller  buyers a r e  more likely t.o be d i sadvantaged .  

. A ~ I , I ~ , ~  r),.,rnltmcr,t, o i  E , , I ~ ~ o I ~ # J ~  I I~  (:ortiel: University, emall na470cornell.edu; Alexander: Fedcral Com- 
n> ' in i rnuor is  Cwnrci . -mn,  CIII;LII. pa1exandQfcc.gov.k thank David Sapplnglon a n d  William Sharkey for their 
~ I . I ! I \  l ~ ~ ~ ~ i ~ : l ~ l l ~ ! l  and uaefu l  r n n ~ r n c ' r ~ t ~  Any errors o u r  0,"" Thc view's cxpresscd h t h i s  paper are those of 
I . : ( '  rlult>ori. and do tiat rircPrsarily represent the  views d thc  Federal Cornmuillcations Comnlisslon, my of , t S  
( f u r ) f r w w m e r s  l l r  n ~ , h r r  st,aH 

'TI)? \,IW rWrcsrnLs n Lirni,il or ~ i ~ ! . u - l o r n i a l  .rrratl;rnicnt h! wht rh  t h e  larger buyer pays no more than the 

The paper is organized as follows. 

I J l 2 h ~ ~ ~ t  l r n O U l l l  u: 'I", s",aIIPr 
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5111.~1fic.a,ll? wr hnd that ii t l i r re  are differences in the rclative valuation 
of lJru~ratt inti i i [ ;  m w i g  ht t~crs sitcti that, the larger truvrr tias a great,er 
]~ t '~-c t is t~on ie t  v ~ l u ~ t t ! o ~ i  smaller b u y s may he precluded from access to 
11ic programming bccausc of i t s  relative cxpense. In the  penultimak SPC- 

t ~ o i i ~  III* cxtcnd uiii model Iu accommodate the methodology utilized in 
~ 1 1 1 .  cxpe[iriwnial m i d i r s  condiicted h? Bykowsky, I<u-asnlta and Sharkcy 
i W ( I Y '  011r prcdtcttori tllar an hTFC arrangement yields markct, power is 
hiipportccl irv thpir d,it,ii  Finally, we make some concluding remarks. 

11 
Sellers 

The General Case of Multiple Buyers and 

.Ax%iimu that.risk ncut,ral wnwnt. provtders(a1so known aa cablc networks)have 
positive f ixcd ( s u n k )  costs of producing and zero marginal costs of dis- 
i r ih i i t ing t.heir product. These content providers w i l l  he referred to as 
scllcrs (of programming). Thcrc are I scllers. The  sellers earn revenue by 
-elllng t.ht.ir product t o  cable owners. The cable owners will be referred to 
AS huycrs. 

For simplicity. w Iiegi:i t i y  assuming that scllcrsmakc a ' take It. or leave 
i t  ofler to each prospg7ctivc I I I I Y C T  and denote by Tl,2,Tz.,. , .,T&,,, t he  total 
I p Y r i ! c i i f s  10 seller I from huvers 1 . 2 ,  ..,M respectively. i f  the product, is 
hii ld whooi has ~ Y ~ . f i ~ ,  . ~,A',v subscribers, 

\\r assumc that,lmvcr m. has positive fixed costs Pm and zero program 
Iirovisioii costs ( a n  ~ s s u t n p ~ i o r i  we rclax later in the paper). W e  not,e that  
:;ivpri 1 scllers with I prorlil i,t,s, cvcry buyer has 2' possible programming 
i.i~vi,:eh LVP denote a programming choicc of buying only seller 7's program 
In E:, whcrc mhscr ipt  I denotes the program packagc consisting of only 
one program and the superscript i dcnotcs sellcr z Thc programming 
p ~ c h g e  corthis1,iti; d 2 products, e.& products from scller k and seller I ,  
1% given 

The program package that, includcs all programs from all scllcrs is de- 
noted b\; E ,  or E,"". ' .  The rcvcnue !,hat huver rn can dcrive from pre 
p,rnrnmt~tg packagc € is drtlotcd by V, , (€ ) .  Buyer ~ n ' s  objective is t o  

Thctc arc !A! huycrs. c . U h  
wI1cre x,y-) !Y,,z = !V 

E:" = E: + E ;  = E: U E '  I 

2 



In  d t w : ~ ,  0 1  p i ' n ~ r ~ i i i i ~ i ~ i i i ~  ~iaivbngr E .  \!~r LSSUIIIP that, t he  value of .In!. 
~ ~ ~ i i i l ~ i r i ~ ~ i ~ ~ c r r i  of ]~iugr,iiii> I S  Ipositive. and !hat ,  the 'raliie correspondence' 
s i i ~ i s h ~ s  decreasing marginal re turns .  \lor? formally. wc a s sume  tha t  for 
r t ~ ~ i .  Ilil1.w nr arn I \ V O  prograrrirning packages E and E .  and for a!]\ seller 
j . r>Ic!xrdtii s i ~ r l i  t , l i l l l ,  E' 

I ,,, 1 E - E; I - I ;,,( I;' J _> I iPi i  + P r E; ) - ~.;"(i: + E )  > I) 
Eu E. t,lir following inequality holds: 

( 2 )  
I t '  I i, I& i i i i ,  n i t ~ d A i 1  

: ir~~il i lri  prn I' t i i i  c.ic11 sellcr h t o  huycr in is: 
Claim 1 .  \ \ ~ i r h  ~11 lpiiwrb and I scllcrs. t hc  unique Nash Equilibriuni 

T,r = b,,,(E,) -I.,(€, ~ E:: 13) 

. i i i i I  '111 Iiii\.r:is / h i \ -  proorairis from all sellers. 
Proof of Claim ] : F i r s t ,  we show that i l  t.here i s a N a s h  Equil ibrium, 
I ,111 ~ q i ~ i l i l i r i i i n ~  whcrc a l l  buvers hiiy from all sellers. Second,  we show 

YIILII !rN tlie equilibrium where all b u y u s  biiy from all sellers, (3)  must, 
~ i i h l  Finall> we prove !I! induction that, t he  transfer price T,,,, is i n  fact, 
,I iiriiqur Kiasli E q u i l i l ~ r ~ i ~ r i i  transfer pricc 

B;, c u r i t r u I ~ ~ ~ t , i o r i ,  assume that. i n  some K a s l i  Equilibrium, buyer 7ri did 
riot I I I I \ ~  t h r  program from seller 7 T h e n .  seller Z'R payoffs f rom buyer 
I ! ]  a r c  zero. V m r ,  denotc  In E' t l ~ e  value of t he  s e t  of programs bought  
I,\, 1 i i i \ p i  711 Sincc V j F '  + E;) > b'(€'), scller t is strictly bc t tc r  off 
; I  C '  ohta ins  pusir ivc payolfk) 111. charging any transfer. price in t he  set 
f <~ [[I. I"( C' + E;:  - V( F ' ) ] .  and buyer m finds it. optimal to buy from 
,?ll lV I 

t ~i..si i i~~t' i h ; i t ,  I hcw is a %ash E q ~ i i I i l ) r i u ~ ~ i  where all buvers hu3- 
l i i l i i i  a l l  scllcrs. Tlicii. ,I must hc t l i r  case tha t  buver 111 prefers buying 
I I O I I ~  , 1 1 1  ~lellvir, i n  111i\.iii;', from any set,of ( I  - I)  s c l l c r s ; i r . ,  t he  following 
< o i i c l i t i o n  I I v I ~ ~  for all vi and k 

A s s ~ ~ ~ i i r  (4)  I d l s  with ii st,rirt inrqiin!iLy lor any sellcr 1.  T h e n :  seller / 
< ,711 ~ r ~ c ' i ~ e ~ , s r  i t  s payoffs by iiicreaiiig thc transfcr  price by an epsilon small 
,,111ir:int, \\.hil(, condition ( 4 )  s t ,~ l l  holds for all 4 -  = I , . . . . / .  T h i s  is a con- 
t r , i i l i r t  I (~I I  T l i e r p h r i : .  ( 3 )  r i i i i s t  hold wit11 equality \,;,,(E,) - c,=, %,, = 

I , , , I  t', - c!) - 
\\'r j,,i\w i l i o ~ i i  [,hiit for ;ill sellers i t  is optimal tn rha rg r  T,r I n  

iv i lc i  t r ,  riistirr r , l i i i l  this IS i r i  fact a .  hash Equil ibrium, we must  chcck 
f h r x t  hi. any h i iwr  vi the u l w  of hiiying from all sellers is greater  than  OK 

l ~ ~ ~ ~ . ~ ~ ~ ! ~ t i t ~ i e s  To bcgin. dciinte by T; ~ the  transfer price defined in (3)  
u IIpn there arc n l ( j t r t l  o f  I = n, sellers. Clearly, x,.hs,l / = 1 .  

I 

l T,, , ~ T,,, A .  icIiic1i simplifies tu  ( 3 ) .  

v a l  1 ' 0  the vii l l i t~ of any programming package from the remaining 2' - 1 

(5) T :  - 1 '  I 
8 n . A  - *(El) 
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I+ ,i .3d1  E.q~~ i l ib r iun i  of the g a n ~ e  and all liuvers b u y  from the seller. 
X O K  ;ls~.iiiiie t l i c i :  T,:,,k is a Wash Equilibrillm outcomc for some I = 

I! I .  Tlmi. I I  sufhccs l o  show that Til1 is also a Nash Equi l ibr iuni.  
. < r I i i c . h  uc do h? showing chat buvrr m ' b  benefit from b u \ i n g  a l l  ava i lab le  

. . .  
\ I" 1.'' . 2 

,,, ~ F,,Tl ~ 5;" I i 5 -' z:llT;,, ? \A(€,,) - z :=]T: , ,  10 
~ l a s t  i r i qua l i t v  holds r l i i ~  to (iiir nssunipt.ion that T::' =I";, 

.All! h w r  711 s pxof f i  are positive n h c ~ i  tllerc are n,+ 1 sellers charging 
a r i d  this I)i i\.cr is  h r t t r r  off hiiviiig n + I programs i.han any program 

rmbtge  consistitlg o f  71 programs. Bu t .  w e  know from our iridurt,ion as- 
hiiii i]iLioii for I = 1 1 .  that. w t w i  there arc TL scllcrs, buying from a l l  sellers 
IC. prtlcrred to a l l  o lhcr choiccs. Therefore, with 71, + 1 sellers, buying from 
mil n + I sellers is  prefcrrcd to any rif,lit.r programming package. Then, for 
1 = I /  + I .  i i  \nrh Equi l ibr ium consists of scllcrs charging r:,! arid a l l  
l h i v r r s  Imviiig rrom i l l 1  scllcrs By construction this Nash Equi l ibr ium i s  
I I I I I~~IIP (-1 E D 

One siriipk interpretation of Claim I &straightforward: when thcrc a rc  
iiu I.npacit\' restraints. cable operat,ors buy all network programs. However, 
in 1)r:ict.ic.e. c.iblr operathrs do not. biiy from all sellers. We offer several 
n p l i ~ i i a ~ i o i ~ s  which w cxplorc i n  thc n u t  two sections. F i rs t ,  we argue 
t t i lL t  thrre m i v  cxi5t capacity constraints on c a b l e  operators. Second, we 
rsplore the possible Pfects  oil program carriage in t,he prcscncc d so- 
r a l ~ r d  niost~fnvnrcd-rrist,omcr' clauses. [n these cases. larger buyers are 
, ~ l ~ l ~ ~  to oht,ain price5 that, arc a.t Icast,as favorable as the prices secured 
t).; t l l r  smaller I J I I Y ~ T ~  i . e  , smaller tJu!;ers do not  d i h i n  asymmetric pricc 
i l I Z ~ O I I I 1 1 <  

111 The General Case of Multiple Buyers 
and Sellers with Capacity Constraints 
\,\P i i i ~ , i o ~ I ~ i r t ~  t l i t ,  idea 01 rapacity roristraints by noting that  the total cost, 
oi AIIJ. given cahle opcratnr m excluding thc payments to cable networks: 
l i  
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I IIC equilibrium iioti-IIFC transfer prices. Using t,liesr assumptions.  we 
< ilr&icr tlir t o l l o ~ i r i j i  toiir C ~ I S ~ S .  

In this 
(.as?. Irotl, fhc hlFC dn(I nu~~-hlFC Treatments give thP same prices and 
,)itrcninrb h i i i w  t l i f ,  \ lTC p r o v ~ , s ~ o ~ i s  do  riot lmtr icr  t,hr sellers behavior i n  
, < t i \  l,diinii 

% c o i t i :  s i t '  e\i i io ic,  r h < ~  ILIX wlierv t ; ,  :> /;; . i t id  t ; .  5 11, In this  G I ~ P .  

I 111, 1IFC I l l i i i se  oi11\ AHects the t i r s  scllcr. arid tltc. seller 11% t,wn options 
S r  i1.r 1 coi ik l  charge (.I1 f l I  = t,l = t.;i i n  which case both b i i w r s  bul. 
Li(ii i i svl lci  L I I I ~ .  S c 1 1 t ~ ~ ~ i i ~ '  'I rever iw i n  this case is .2"f:, = (xmzl i\',,,).C, 

rliid w l c r  r i i i ~ r  ksr ,  rmpoiise to seller one's  price is t o  charge 1 1 2  = 
.,II(I = t L  .. 01 scllcr I could charge ( 6 )  t i l  = t?l = /;, and sell only 
1 1 ,  i,L:.;er one .  I n  this casc. scllcr onc 's  rcvcnue is ' t i ,  and seller two's 
lh+i i~e5pcins.c is ro charge f 1 2  = t i? and 122 = ~ ' 2 ( 2 )  i f  ?~>(1) - tYl < 0 
,liici = arid / >>  = I . ~ ( ? )  - ~ ~ ( 1 )  + til Ir 1:?(1) - ti l  2 0 Seller 
V,II, I'rcfrrh B Tir 4 if :\! ti1 < Y . t i I  which wc write equivalently 3s 
:I ~ I L , , ( ~  f 2 j  ~ r~l( l ) )  > I J > ( I  + 2 )  - i l l ( 2 )  where $ is firm onc's market,  

> l l< , i< ,  

'Iliird. wc   AT tlie case where 5 t ; l  a n d  > t;?. We notice 
i n i i r i c t i ~n tc l \~  t l m  t h i s  case is symmetr ic  to case two and therefore the 
r(~s1111,s arc' the san ie .  

Fourr,li, w h<ivr tlir. case whcrc t ; ,  > 1G1 and 1;* > f ; ? .  In th i s  casc. the 
\lt..C ;1rraiijieii1ctiib rcstrict both sellers, and each sel ler  has th rcc  choices: 
( 1 :  provide t l i , '  p roduct  orily to buyer one, ( 2 )  provide t'he product to only 
h u w r  two. or ( 3 )  provide die product  t o  both buyers. 

I n  t h  t , i ~ l ~ l v -  that t i i l lo ivs  w c  have listed each of the possible comhina-  
~ t o i . ~  l o r  tO(. zellcrs 

First, .  w wiisidet thc casc where L;, 5 1:1 and t ; :  5 I;.. 

A I  

Sellcr One 

B u w  One Buyer T w o  Both Buyers  
Buver <)t i?  i l  

d Buvcr T w o  SC / / ? T y ' U ' O  
b 
e 

C 

f 

~& LW S I I ~ ~ ] !  dcmons t ra te .  ( h ) :  (d) .  ( e ) .  ( I ) ,  arid ( h )  can never be part,  
(,I ,, l \ i~ s l~  Ecltiilibriutii while (a ) , ( i ) ,  ( C ) .  arid ( 6 ) .  can be part  of a Nash 
Equilihriurri. 

\Z"r riot? inimrdiat.rlv that ( e )  cannot be a Nash Equilibrium. If bnt.h 
7i4Jrrc serve only huyer two. t,hen t 2 ,  = t i l  and f22 = fi?l and t h e n  t i l  =ti, 
~ ~ I K I  ( I ?  = t i : : .  R I J ~ .  a t  l,hcsc t,ransfer priccs. buyer one finds i t  optimal to buy 
tiurn lJot,tl scllcrs. I t  is also clcar that ( f )  a n d  (h)  cannot,  bc Nash for the 
- , i r l i I i  rrasolib j;iwti for ( e ) .  Ncxt .  x s i l n l c  (tr) is a N a s h  Equilibriuni.  Tht.tl; 
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buyer on? buys only from seller one. and buyer two buys only from seller 
two. However. this is not incentive compatible for seller two. Seller two 
can always charge a positive price to buver one (that buver one accepts) 
and increase it's profits. Given the symmetn  of ( d )  and (b):  ( d )  cannot 
be a N a s h  Equilibrium. 

Next,. we explore the conditions under which (a).  (i). (c). and ( 9 )  are 
Sash Eqiiilibria. 

111 the first, case. (a )  is a Nash Equilibrium if tYl . & 2 V2(1) > tZl 
and tY2 & 1 I/?/?) > t i 2 .  In  this case. huver one buys both products, 
and buyer two does not buy any product. Seller one's profits are t;l, and 
seller two's profits are t ;?.  

5 t;l and 

. (tYr - t i , )  I [I,;(?) - V2(l)](hr1 + :V?). In this case; seller one sells 

> t;] and 

In this case: seller one sells 

111 the second rase. (g)  is a Nash Equilibrium if t i l  . 
Y N > t ; ]  and V ; ( 2 )  > tYl . N > t& t i , .  & > t;? or > t ; ,  

and 
to buyer one only. while seller two sells to bot11 buyers. 

In the third case. (c) is a Nash Equilibrium if tYI 
N N t;> . ~ ,*llT,%> A ~ l  - < t' 22 or L$(I) > tyl . - > t ; ,  and \;(?) > tyl IV ,~N~  > t;2 

< t;2. Finail>-. ( i )  is a Nash Equilibrium if f i l . =  C GI and G2.N,+h? - 

arid ,VI . (t;2 - tYl) 5 [Li(2)  - L $ ( l \ ] ( K ,  t 
to both buyers. and seller two sells t o  buyer on? only. 

In this case, both sellers sell t,o both buyers. 
\Vhen the MFC affects both sellers. i t  is optimal for the sellers to 

always sell to buver one. In this case. onl!- I>ii>.cr two's profits potentially 
decrease. while buyer 0ne.s profits are nrvrr drcreasing. The higher the 
valuation of the program for the large buycr a5 compared to the smaller 
buyer. the more likely that, the smaller buyrrs \ r i l l  not be able to buy the 
"hlFC'. program. This effect depends on t\vo lxtsic factors: (1) the large 
buver.s market share. and (2)  the relativr p('r-('uiiomer valuation of the 
programs to different buyers. 

\ ,  '% 

V The Bykowsky-Kwasnica-Sharkey Results 
Bykowsky. Kwasnica. and Sharkey (2002). ri'lirirf rcaults of experimental 
studies that explore bargaining among buwrs i i i i d  sellers in the cable in- 
dustry. These results give us an  opportunity to evaluate the predictive 
power of o u r  model. However, in order to ewluate  the results of these 
experiments in the context of our  MFC niodel. \ye must first extend the 
model given in Section 4 to accommodate multiple buyers and a sequential 
bargaining process. In the context of this extended model; we can then 
shoii that the Bykowsky-K~vasnica-Sharkei. experimental results relating 
t o  MFC treatmenrs are broadly consistent with our theory. 

We start, by modelling a bargaining process with one seller and mul- 
t,iple buyers. and then extend our MFC model to include multiple buyers 
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7 
and sellers. We model this bargaining process as one in which the seller's 
choices are independent. which implies that a model with a single seller is 
reasonable. The assumption of independence among buyers is consistent 
with the experimental framework employed by Bykowsky, Kwasnica. and 
Sharkey (2002). Finally: we extend our model to accommodate informa- 
tional asymmetries. 

\Ve begin by assuming that without a most-favored-customer provision. 
seller i is charging t ; .  t;: t j .  .... tLf per customer transfer prices to buyers 
1 .2 :  3. .... M respectively. Assume that buyer one has the most customers. 
Le.. )VI 2 A',,, for all m 2 2. Now. assume that buyer one is able to obtain 
.most-favored-customer' terms requiring the seller to charge a per customer 
price no more than t,he minimum of prices charged to other buyers, i.e.. 
t j  5 min{tZ,tg ,.... t b f } .  We note that i f  t; 2 t ;  for all m 2 2; then the 
MFC provision will have no effect on a seller's decision. 

For simplicity. assume that 2 '  takes four possible values 0 = ti < t j  < 
f' < t;. In fact, this analysis applies to any finite number of buyers. I n  the 
present case. there are some buyers with (non-MFC) transfer prices above 
t ; ,  there are some buyers with (non-MFC) transfer prices below t ; ,  and 
there are some buyers who do not buy from seller i: denoted by t i  = 0. We 
denote customers served by different transfer prices ti bynl = N , ;  n2 = 

Cr,=r; K,,,; n3 = 
The MFC arrangemehs do not affect the buyers who are paying above 

buyer one's price. Given the MFC constraint, the seller has two options. 
First. the seller could charge t ,  = t3  = t ;  and t~ = t ; .  In this case, the seller 
serves only the first and second type of buyers, and the seller's revenue is 
rl = nl . t ;  + n2 . t;. Or, the seller could charge t1 = t 3  = t j  and t 2  = t ; .  In 
this case. the seller serves all the buyers that it would serve without the 
MFC and the seller's revenue is T Z  = ( n l  + n3) . ti + n 2 .  t;. We note that 
only the first and second buyer types are served i f  r1 > r2 w A > ?. 

Notice the higher n, (the market share of buyer one), the more likely 
it is that smaller buy-ers will not buy programming. Also, note that buyer 
one always buys the product and pays, at most, the price under the non- 
MFC: provision. These results are consistent with our findings in Section 
4. 

As noted above, the model we have constructed must be amended 
to accommodate the information asymmetries embedded in the sequential 
bargaining framework of Bykowsky. Kwasnica, and Sharkey (2002). Specif- 
ically. in the Bykowsky-Kwasnica-Sharkey model, the sellers do not know 
the buyers' valuation, and thus must form some expectation regarding the 
willingness-t*pay on the part of each individual buyer. Moreover, the 
seller must determine an optimal trading sequence. Amending our model 
to accommodate these conditions is a simple exercise in  straightforward 
logic, as we demonstrate next. 

Assume that we have two buyers and single seller where the seller does 

4 A',,,: and n4 = N,,, where Et=, nk = N .  
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not know the buyer's valuation of the seller's product. As we showed in 
Section 4 (equilibria a.c,g,i), it is always optimal for the seller to trade 
with the larger buyer. but not the smaller buyer. Thus. the seller will 
always want to trade with the biggest buyer first and hence the outcome 
of the game is the same as if the seller knew. with certaint,y. the outcome of 
negotiations with other buyers. Since trading with the smaller buyer first 
wtruld lock the seller into equilibrium i. i f  we extend the analysis to the case 
with more t,han t,wo buyers. we conclude that the seller would always want 
to trade with the biggest buyer first. The determination of a particular 
equilibrium m i l l  depend on t,he biggest buyer's market share, the relative 
\aluation of of programming by different buyers; and the uncertainty of 
the bargaining outcome with the remaining buyers. 

Four of the results of the Bykowsky-Kwasnica-Sharkey (2002) experi- 
ments are germane t,o our model. First. Bykowsky, Kwasnica, and Sharkey 
find that with no channel capacity constraints and no MFC clauses, all of 
the sellers were able to conduct profitable trades, which is precisely the 
result our model predicts in  Section 2 .  Second, Bykowsky, Kwasnica, and 
Sharkey find that with capacity constraints and no MFC clauses, a seller's 
bargaining power decreased. while a buyer's bargaining power increased 
relative 10 the case of no capacity constraints. This result is consistent 
u-ith our model, as can be seen by comparing (3) in Section 2, with (3)  
and (7) in Section 3: and noting the extra negative terms in Section 3. 
Third, Bykowsky, Kwasnica. and Sharkey find that t,he existence of an 
hlFC clause increases the profitabilit,~ of MFC buyers, a result our (ex- 
tended) Section 4 and 5 model predicts. Finally, note that, in our model 
(where the sellers can make take-it,-or-leave-it offers, by assumption); the 
presence of an MFC arrangement is the only source by which large firms 
exhibit greater market power. This is exactly paralleled by the results of 
the  Bykowsky-Kwasnica-Sharkey study. 

VI Conclusion 
In this  paper, we explored the use of 'most-favored-customer' clauses in the 
cable industry. We examined the impact of MFC clauses on bargaining 
outcomes between buyers and sellers, and showed that these outcomes 
depended on the market share of the larger buyers and the relative per- 
customer valuation of the seller's programming to different buyers. 

We showed that bot,h with and without channel capacity constraints, in 
the absence of MFC clauses, the market outcome is efficient. However, the 
introduction of MFC claases can disadvantage sellers and small buyers. U'e 
found that as the market share of the large buyer increases; smaller buyers 
are more likely to be disadvantaged. Specifically, we found that if there is 
a disparity in the relative valuation of programming among buyers, in the 
case where the large buyer has a greater per-customer valuation. smaller 
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buyers may be precluded from access to  the programming because of its 
relative expense. 

IVe extended our model to  accommodate the methodology utilized in 
the experimental studies conducted by Bykowsky. Kwasnica. and Sharkev 
(2002) arid demonstrat,ed that our predict,ion that an hIFC arrangement, 
yields market power is supported by their data. Bykowsky. Kwasnica. 
and Shallicy find t,hat with no channel capacit>- constraints and no hIFC 
clauses. all of the sellers were able to conduct profitable trades, which is 
precisel>- the result o u r  model predicts in Section 2 .  Consistent with the 
experiniental results. our model predicts that under capacitv constraints 
and no XlFC clauses. a seller's bargaining pon.er decreases: while a buyer's 
bargaining power increases relative t o  the case of no capacity constraints. 
Bykonsky. Kwasnica. and Sharkey's findings that the existence of an MFC 
clause incrcases the  profitability of JIFC buvers is a prediction of our 
(extended) Section 4 and 5 model. In our niodcl. the presence of an MFC 
arrangenient is the only source b>- which large finiis exhibit greater market 
power. This is exactly paralleled by the re.?iilt.: of the Bykowsky-Kwasnica- 
Sllarkei. study. 
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